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Inspector General’s Transmittal Letter

DEPARTMENT OF THE TREASURY
WASHINGTON

November 15, 2004

INSPECTOR GENERAL

MEMORANDUM FOR SECRETARY SNOW . W
FROM: Dennis S. Schindel /4u4m&¢

Acting Inspector General

SUBJECT: Audit of the Department of the Treasury’s
Financial Statements for Fiscal Years 2004 and
2003

SUMMARY

I am pleased to transmit the attached report presenting the
results of the audit of the Department of the Treasury’s
(Department) financial statements as of and for the fiscal year
(FY) ending September 30, 2004. This audit is required by the
Chief Financial Officers Act of 1990 (CFO Act), as expanded by
the Government Management Reform Act of 1994 (GMRA).

The Office of Inspector General (0IG) contracted with the
independent certified public accounting firm KPMG LLP for the
audit of the FY 2004 financial statements. The audit was
performed in accordance with generally accepted Government
auditing standards; Office of Management and Budget Bulletin 01-
02 Audit Requirements for Federal Financial Statements; and, the
GAO/PCIE Financial Audit Manual. Highlights of the FY 2004 audit
results follow:

e KPMG issued an unqualified opinion on the Department’s FY
2004 financial statements;

¢ KPMG identified financial management and reporting at the
Internal Revenue Service (IRS) as a material weakness in
internal control; KPMG also identified electronic data
processing controls over financial systems at the Financial
Management Service (FMS) as a reportable condition; and

o kpMG reported that the Department’s financial management
systems are not in substantial compliance with the
requirements of the Federal Financial Management Improvement
Act of 1996 (FFMIA).
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We reviewed KPMG’s report and related documentation and inquired
of its personnel. Our review, as differentiated from an audit in
accordance with generally accepted Government auditing standards,
was not intended to enable us to express, and we do not express,
an opinion on the FY 2004 financial statements or conclusions
about the effectiveness of internal control or compliance with
laws and regulations. KPMG 1is responsible for its report dated
November 12, 2004 and the conclusions expressed therein.
However, our review disclosed no instances where KPMG did not
comply, in all material respects, with generally accepted
Government duditing standards.

DISCUSSION

The Department’s ability to maintain ungualified audit opinions
while accelerating its performance and accountability reporting
for three consecutive years has clearly established it as a
leader in federal financial reporting. Another significant
achievement during the FY 2004 financial audit cycle was the
progress made by certain bureaus in addressing information
security weaknesses identified in prior years’ audits. As a
result, the only bureau that continues to have a material
weakness in information security reported in connection with its
annual audit is the IRS.

The progress made by the Department over the past several years
in improving financial management has been noteworthy; however,
it has also served to highlight the most significant remaining
obstacle to achieving true financial management excellence -
specifically, the longstanding financial management deficiencies
at the IRS. Despite its accelerated annual reporting, the
Department’s financial performance status continues to be rated
as red, or unsatisfactory, in the Executive Branch Management
Scorecard for the President’s Management Agenda. This is
primarily due to the material weaknesses at the IRS that, for the .
most part, have existed since financial statement audits were
initiated in FY 1992. Moreover, planned corrective actions have
generally fallen behind schedule.

As discussed in my October 26, 2004 letter to you, effective
corporate management is one of the greatest challenges facing the
Department. This is especially true with respect to the need for
a more assertive Departmental role in resolving the continuing,
pervasive financial management problems at the IRS. The IRS is
the largest component entity, and the ability of the Department
to meet its financial management goals and “get to green” on the
President’s Management Agenda 1s predicated upon major
improvement by the IRS. The Department must exert stronger
corporate leadership over the IRS to ensure that longstanding
financial management deficiencies are finally addressed.
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Your personal support is essential for the Department to meet the
financial management and other challenges laid out in the
President’s Management Agenda. We are committed to working with
you to build upon the Department’s significant accomplishments,
and to address the continuing challenges.

Should you or your staff have questions, you may contact me at
(202) 622-1090 or a member of your staff may contact William H.
Pugh, Deputy Assistant Inspector General for Audit, at

(202) 927-5400.

Attachment

cc: Jesus Delgado-Jenkins
Acting Assistant Secretary for Management

Barry K. Hudson
Acting Chief Financial Officer
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Independent Auditors’ Report on
Treasury’s Financial Statements

cnzc

KPMG LLP
2001 M Street, NW
Washington, DC 20036

Independent Auditors’ Report

Inspector General
U.S. Department of the Treasury:

We have audited the accompanying consolidated balance sheet of the U. S. Department of the Treasury (the
Department) as of September 30, 2004, and the related consolidated statements of net cost, changes in net
position and financing, the combined statement of budgetary resources, and the statement of custodial
activity (financial statements) for the year then ended. The objective of our audit was to express an opinion
on the fair presentation of the financial statements as of and for the year ended September 30, 2004. These
financial statements are incorporated in the accompanying Department of the Treasury Performance and
Accountability Report Iiscal Year 2004 (Performance and Acconntability Report).

We did not audit the amounts included in the financial statements related to the gold and silver reserves of
the U.S. Government or the financial statements of the Internal Revenue Service (IRS), a component entity
of the Department. The gold and silver reserves of the U.S. Government and the financial statements of the
TRS were audited by other auditors whose reports have been provided to us. Our opinion, insofat as it relates
to the amounts included for the gold and silver reserves of the U.S. Government and the IRS’ financial
statements, are based solely on the reports of the other auditors.

In connection with the audits referred to above, the Department’s internal control over financial reporting
was considered, and compliance with certain provisions of laws, regulations, contracts, and grant agreements
that could have a direct and matetial effect on its financial statements was tested.

Summary

As stated in our opinion on the financial statements, based on our audit and the reports of the other auditors,
we concluded that the Department’s financial statements as of and for the year ended September 30, 2004,
are presented fairly, in all material respects, in conformity with accounting principles generally accepted in the
United States of America. The accompanying fiscal vear 2003 financial statements were audited by other
auditors, whosc report thereon dated November 7, 2003, expressed an unqualified opinion.

In our fiscal year 2004 audit, we and the other auditors noted the following matters involving internal control
over financial tepotting and its operation that we consider to be reportable conditions:

. Financial Management and Reporting at the IRS Needs Improvement (Repeat Condition).
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] Electronic Data Processing (EDP) Controls Over Financial Systems at the Financial
Management Service (FMS) Should Be Strengthened (Repeat Condition).

The reportable condition related to financial management and reporting at the IRS noted above is considered
to be a material weakness.

The results of our tests, and the tests pesformed by other auditors, of compliance with certain provisions of
laws, regulations, contracts, and grant agreements disclosed instances of noncompliance with Inzernal Revenne
Code (IRC) Sections 6159 and 6325 that are required to be reported under Government Auditing Standards, issued
by the Comptroller General of the United States, and Office of Management and Budget (OMB) Bulletin No.
01-02, Audit Requirements for I'ederal F'inancial Statements. 1n addition, the Department’s financial management
systems did not substantially comply with the requirements of the Federa/ Financial M. t Lmprot t Act
of 1996 (FFMIA),

The following sections discuss our opinion on the Department’s financial statements; consideration of the
Department’s internal control over financial reporting; tests of the Department’s compliance with certain
provisions of laws, regulations, contracts and grant agreements; and management’s and the auditors’
responsibilities.

Opinion On The Financial Statements

We have audited the accompanying consolidated balance sheet of the Department as of September 30, 2004,
and the related consolidated statements of net cost, changes in net position and financing, the combined
statement of budgetary resources, and the statement of custodial activity for the year then ended. We did not
audit the amounts included in the financial statements related to the gold and silver reserves of the U.S.
Government, stated at $10.9 billion as of September 30, 2004. We also did not audit the financial statements
of the IRS, a component entity of the Department, which statements reflect custodial tevenues of $2.0
trillion, total assets of $25.6 billion, and net costs of operations of $10.4 billion as of and for the year ended
September 30, 2004. The gold and silver reserves of the U.S. Government and the financial statements of the
IRS as of and for the year ended September 30, 2004, were audited by other auditors whose reports have
been provided to us and our opinion, insofar as it relates to the amounts included for the gold and silver
reserves of the U.S. Government and the IRS’ financial statements, is based solely on the reports of the other
auditors. The accompanying fiscal year 2003 financial statements were audited by other auditors, whose
report thereon dated November 7, 2003, expressed an unqualified opinion.

In our opinion, based on our audit and the repotts of the other auditors, the fiscal year 2004 financial
statements referred to above present fairly, in all material respects, the financial position of the Department as
of September 30, 2004, and its net costs, changes in net position, budgetary resources, reconciliation of net
costs to budgetary obligations, and custodial activities for the year then ended, in conformity with accounting
principles generally accepted in the United States of America.

The information in the Performance and Accountability Report listed in the accompanying table of contents as Part
T — Management’s Discussion and Analysis and as the Required Supplemental Information and Required
Supplemental Stewardship Information sections of Patt 111 — Annual Financial Report, is not a required part
of the financial statements, but is supplementary information required by accounting principles generally
accepted in the United States of America or OMB Bulletin No. 01-09, Form and Content of Ageney Financial
Statements. We, and the other auditors, have applied certain limited ptocedutes, which consisted principally of
inquiries of management regarding the methods of measurement and presentation of this information.
However, this information was not audited and, accordingly, we express no opinion on it.
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Our audit and the audits of the other auditors were conducted for the purpose of forming an opinion on the
fiscal year 2004 financial statements taken as a whole. The information in the Performance and Accountability
Report listed in the accompanying table of contents as Part IT — Annual Performance Report; as the Other
Accompanying Information and Management Challenges and High Risk Areas sections of Part IIT — Annual
Financial Report; and as Part IV — Appendices, are integral patts of the Performance and Accountability Report.
However, this information is not a required patt of the financial statements and is presented for purposes of
additional analysis. This information has not been subjected to the same auditing procedures applied in the
audit of the financial statements and, accordingly, we express no opinion on it.

Internal Control Over Financial Reporting

Our, and the other auditors’, consideration of internal control over financial reporting would not necessatily
disclose all mattets in the internal control over financial reporting that might be reportable conditions. Under
standards issued by the American Institute of Certified Public Accountants, reportable conditions are matters
coming to out attentios, or to the attention of the other auditors, relating to significant deficiencies in the
design or operation of the internal control over financial reporting that, in our and the other auditors’
judgment, could adversely affect the Department’s ability to record, process, summatize, and report financial
data consistent with the assertions by management in the financial statements.

Material weaknesses are reportable conditions in which the design or operation of one or more of the internal
control components does not reduce to a relatively low level the risk that misstatements, in amounts that
would be material in relation to the financial statements being audited, may occur and not be detected within
a timely period by employees in the normal course of performing their assigned functions.

In our fiscal year 2004 audit, we and the other auditors noted certain matters, summarized below, involving
internal control over financial reporting and its operation that we consider to be reportable conditions.

Material Weakness

Financial Management and Reporting at the IRS Needs Improvement (Repeat Condition).

The IRS continues to face many of the pervasive internal control weaknesses that have been reported each
year since its financial statements were first subjected to audit in fiscal year 1992, Despite these weaknesses,
IRS was able to produce financial statements coveting its tax custodial and administrative activities that are
fairly stated in all material respects. However, many of IRS’ longstanding systems and internal control
weaknesses continued to exist, necessitating continued reliance on costly compensating processes, statistical
estimates, external contractors, substantial adjustments, and labor intensive efforts to prepare reliable financial
statements. ‘These costly efforts would not have been necessary if IRS” systems and controls had operated
effectively.

RS personnel will continue to be challenged to sustain the level of effort needed to produce reliable financial
statements timely until IRS successfully addresses the underlying systems and internal control weaknesses.
Additionally, the cutrent financial reporting process does not produce the reliable, useful, and timely financial
and performance information IRS needs for decision making on an ongoing basis, nor can it fully address the
undetlying financial management and operational issues that adversely affect IRS’ ability to effectively fulfill
its responsibilities as the nation’s tax collector.

The material weaknesses and other reportable conditions in internal control over financial reporting identified
by the auditors of the IRS’ financial statements, all of which are repeat conditions, and collectively are
considered a material weakness for the Department as a whole, are summarized as follows:
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] Weaknesses in controls over the financial reporting process, resulting in IRS (1) not being able to
prepare reliable financial statements without extensive compensating procedures and (2) not
having current and reliable ongoing information to support management decision making and
prepare cost-based performance measures;

. Weaknesses in controls over unpaid tax assessments, resulting in IRS” inability to properly
manage unpaid assessments and leading to increased taxpayer burden;

. Weaknesses in controls over the identification and collection of tax revenues due the I'ederal
government and over the issuance of tax refunds, resulting in lost revenue to the Federal
government and potentially billions of dollars in improper payments; and

] Weaknesses in information security controls, resulting in increased risk of unauthorized
individuals being allowed to access, alter, or abuse proprictary IRS programs and clectronic data
and taxpayer information.

The material weaknesses in internal control noted above may adversely affect any decision by IRS’
management that is based, in whole or in part, on information that is inaccurate because of these weaknesses.
Also, unaudited financial information reported by IRS, including performance information, may also contain
misstatements resulting from these weaknesses.

Two other reportable conditions were identified related to deficiencies in controls over (1) hard-copy tax
receipts and taxpayer data and (2) property and equipment.

Recommendations

Recommendations to address the material weaknesses and other reportable conditions discussed above have
been provided to IRS management by the auditors of the IRS’ financial statements. We recommend that the
Assistant Secretary for Management and Chief Financial Officer provide effective oversight to ensure that
corrective actions are taken by the IRS to fully address these material weaknesses and other reportable
conditions.

Other Reportable Condition
EDP Controls Qver Financial Systems at FMS Should Be Strengthened.

A reportable condition was identified related to the EDP general control environment for computer systems
maintained by FMS. Deficiencies in general and application EDP controls at FMS were reported as a material
weakness in the ptiot auditors’ report dated November 7, 2003, but based upon improvements identified
during the fiscal year 2004 audit, the application control weaknesses have been resolved and the remaining
general control weaknesses have been reassessed as a reportable condition, as described below.

Our testing indicated that there are still existing general control weaknesses that do not effectively prevent (1)
unauthotized access to and disclosure of sensitive information, ot (2) unauthotized changes to systems and
applications software. A summary of these weaknesses follows:

. Access Controls — Access controls are designed to limit or detect access to computer programs,
data, equipment, and facilities to protect these resoutces from unauthorized modification,
disclosure, loss, or impairment. Such controls include logical and physical security controls.
While most of the prior access control findings have been addressed or are in process of
resolution, improvement is still needed in the administration of access controls in order to
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increase the reliability of computerized data and decrease the risk of destruction or inappropriate
disclosure of data.

. Change Controls — Change controls are designed to prevent the introduction of unauthotized
changes to application softwate programs. Although progress has been made in this area,
improvement is still needed in the enforcement of configuration management procedures in
order to reduce the risk that unauthorized, inadequatcly tested, or harmful changes to computer
programs could be implemented.

Recommendations

Recommendations will be provided to FMS management in a separate letter to address these conditions. We
recommend that the Department’s Chief Information Officer provide effective oversight to ensure that
corrective actions are implemented completely and timely by FMS.

Status of Other Prior Year Reportable Conditions

Reportable conditions related to (1) EDP controls at the Office of the Comptroller of the Currency and at
the Alcohol and Tobacco Tax and Trade Bureau (TTB) and to (2) financial management infrastructure
weaknesses at TTB and the Office of International Affairs were identified by the prior auditors in their report
dated November 7, 2003. Based upon improvements made in fiscal year 2004, these matters are no longer
considered reportable conditions.

* ok Kk

We also noted other matters involving internal control over financial tepotting and its operation that we will
report to the management of the Department in a separate letter.

Compliance and Other Matters

Our tests, and the tests petformed by other auditors, of compliance with certain provisions of laws,
regulations, contracts, and grant agreements as described in the Responsibilities section of this report,
exclusive of those referred to in FIMIA, disclosed two instances of noncompliance that are required to be
repotted under Government Auditing Standards and OMB Bulletin No. 01-02, and are desctibed below.

. Compliance with IRC Section 6325 — The IRC grants IRS the power to file a lien against the
property of any taxpayer who neglects or refuses to pay all assessed Federal taxes. Under IRC
Section 6325, the IRS is required to release a Federal tax lien within 30 days after the date the tax
liability is satisfied or has become legally unenforceable or the Secretary of the Treasury has
accepted a bond for the assessed tax. The fiscal year 2004 audit identified instances in which the
IRS did not release the applicable Federal tax lien within 30 days of the tax liability being either
paid off or abated as required by the IRC. (Repeat Condition)

. Compliance with IRC Section 6159 — Section 6159 of the IRC authorizes the IRS to enter into
installment agreements with taxpayers to fully satisfy the taxpayer’s tax liability. During the fiscal
year 2004 audit, instances were identified in which the terms of installment agreements did not
requite full satisfaction of the tax liability. (Repeat Condition)

The results of our tests, and the tests petformed by the other auditors, disclosed instances where the
Department’s financial management systems did not substantially comply with FFMIA Section 803(a)
requirements related to compliance with Federal financial management system requirements (FIFMSR),
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applicable Federal accounting standards, and the Standard General T.edger (SGT) at the transaction level, as
described below. (Repeat Condition) Instances of noncompliance with FFMSR are summarized below:

. IRS’ financial management systems do not provide timely and reliable information for financial
reporting and preparation of financial statements. IRS had to depend extensively on labor
intensive compensating procedures to generate reliable financial statements. IRS also lacks a
subsidiary ledger for its unpaid assessments and lacks an effective audit trail from its general
ledger back to subsidiary detailed records and transaction source documents for material
balances.

J The material weakness in information security controls at the IRS.
The instance of noncompliance with Federal accounting standards is summarized below:

. Material weaknesses at the IRS related to controls over unpaid tax assessments and tax revenue
and refunds.

The instance of noncompliance with the SGL at the transaction level is summarized below:

. IRS’ general ledger system is not supported by adequate audit trails and is not integrated with its
supporting records for matetial balances. Additionally, the general ledger system does not use the
standard Federal accounting classification structure for custodial activities.

The Sectetaty of the Treasury also has determined in the Secretary’s Letter of Assurance, in Part 1 of the
accompanying Performance and Accountability Report, that the Department cannot provide assurance that its
financial management systems are in substantial compliance with FFMIA. The Department’s remedial actions
and related timeframes are presented in Pare IV,

TIMIA requires that if the head of an agency determines that its financial management systems do not
substantially comply with FFMIA, a remediation plan must be developed, in consultation with OMB, that
describes the resources, remedies, and intermediate target dates for achieving substantial compliance. FFMIA
also requites OMB concutrence with any plan not expected to bring the agency’s system into substantial
compliance within three years after a determination of noncompliance is made.

IRS has established a remediation plan to addtess the conditions affecting its systems” ability to comply with
the requirements of FFMIA. This plan outlines the actions to be taken to resolve these issues, but future
corrective actions are on hold and are currently unfunded. Due to the long-term nature of IRS’ systems
modernization efforts, which IRS expects will resolve many of the most setious issues, many of the planned
timeframes exceed the three-year resolution period specified in FFMIA. However, for these instances IRS has
received a waiver from this requirement from OMB, as authorized by FFMIA.

Recommendations

Recommendations regarding the instances of noncompliance with the IRC have been provided to IRS
management by the auditors of the IRS’ financial statements. The substantial noncompliance with FFMIA
relates to the material weaknesses in internal control at the IRS discussed above. We tecommend that the
Assistant Secretary for Management and Chief Financial Officer provide effective oversight to ensure that the
IRS implements effective remediation plans.
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Management’s Response to Internal Control and Compliance Findings

The Department’s management has indicated in a separate letter immediately following this report that it
concurs with the findings presented in this section of our report. Further, it has tesponded that it will take
corrective action as necessary to ensure the matters presented are addressed by the respective bureau
management within the Department.

Responsibilities

Management’s Responsibilities. The Government Managenent Reform Act of 1994 (GMRA) requires each
Chief Financial Officer (CFO) Act agency to report annually to Conggess on its financial status and any other
information needed to fairly present its financial position and results of operations. To meet the GMRA
reporting requirements, the Department prepares annual financial statements.

Management is responsible for the financial statements, including:

. Preparing the financial statements in conformity with accounting principles generally accepted in
the United States of Ametica;

] Establishing and maintaining internal controls over financial reporting and preparing the
Management’s Discussion and Analysis (including the performance measures), Required
Supplementary Information, and Required Supplementary Stewardship Information; and

. Complying with laws and regulations, including FIMIA, and contracts and grant agrecments.

In fulfilling this responsibility, estimates and judgments by management are required to assess the expected
benefits and related costs of internal control policies. Because of inherent limitations in internal control,
misstatements, due to error ot fraud, may nevertheless occur and not be detected.

Auditors’ Responsibilities. Our responsibility is to express an opinion on the fiscal year 2004 financial
statements of the Department based on our audit and the reports of other auditors. We conducted our audit
in accordance with auditing standards generally accepted in the United States of America, the standards
applicable to financial andits contained in Gorernment Auditing Standards, and OMB Bulletin No. 01-02. Those
standards and OMB Bulletin No. 01-02 require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement.

An audit includes:

. Examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements;

. Assessing the accounting principles used and significant estimates made by management; and

. Evaluating the overall financial statement presentation.

We believe that our audit and the reports of the other auditors, related to the amounts included for the IRS’
financial statements and the gold and silver reserves of the U.S. Government, provide a reasonable basis for
our opinion.

In planning and performing our fiscal year 2004 audit, we considered the Department’s internal control over
financial reporting, exclusive of the internal control over financial reporting related to the IRS or to the gold
and silver reserves of the U.S. Government, by obtaining an understanding of the Department’s internal
control, determining whether internal controls had been placed in operation, assessing control risk, and
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petforming tests of controls in order to determine our auditing procedures for the purpose of expressing our
opinion on the financial statements. Internal control over financial reporting related to the IRS and to the
gold and silver reserves of the U.S. Government was considered by other auditors whose reports thereon
have been provided to us. We, and the other auditors, limited our internal control testing to those controls
necessary to achieve the objectives described in Government Auditing Standards and OMB Bulletin No. 01-02.
Accordingly, all internal controls relevant to operating objectives as broadly defined by the Federa/ Managers’
inancial Integrity Act of 1982 were not tested. The objective of our and the other auditors audits was not to
provide assurance on internal control over financial reporting. Consequently, no opinion is provided thereon.

As required by OMB Bulletin No. 01-02, we considered the Department’s internal control ovet Requited
Supplementary Stewardship Information by obtaining an understanding of the Department’s internal control,
determining whether these internal controls had been placed in operation, assessing control risk, and
performing tests of controls. Our procedures were not designed to provide assurance on internal control over
Required Supplementary Stewardship Information and, accordingly, we do not provide an opinion thereon.

As further required by OMB Bulletin No. 01-02 with respect to internal control related to performance
measures determined by management to be key and reported in the Management’s Discussion and Analysis
section, we obtained an understanding of the design of significant internal controls relating to the existence
and completeness assertions, exclusive of those related to performance measures presented for the IRS. An
understanding of the design of significant internal controls relating to the existence and completeness
assertions related to the IRS” performance measures was obtained by other auditors whose report thereon
was provided to us. Our, and the other auditors’, procedures were not designed to provide assurance on
internal control over performance measures and, accordingly, no opinion is provided thereon.

As part of obtaining reasonable assurance about whether the Department’s fiscal year 2004 financial
statements are free of material misstatement, we and the other auditors performed tests of the Department’s
compliance with cettain provisions of laws, regulations, contracts, and grant agreements, noncompliance with
which could have a direct and material effect on the determination of financial statement amounts, and
certain provisions of other laws and regulations specified in OMB Bulletin No. 01-02, including certain
provisions referred to in FFMIA. Those tests of compliance were limited to the provisions described in the
preceding sentence, and compliance with all laws, regulations, contracts, and grant agreements applicable to
the Department wete not tested. Providing an opinion on compliance with laws, regulations, contracts and
grant agreements was not an objective of our ot the other auditors” audits and, accordingly, no opinion is
provided thereon.

Under OMB Bulletin No. 01-02 and FFMIA, we are required to repost whether the Department’s financial
management systems substantially comply with (1) Federal financial management systems requirements, (2)
applicable Federal accounting standards, and (3) the United States Government Standard General Ledger at
the transaction level. To meet this requirement, we and the other auditors performed tests of compliance with
FFMIA Section 803(a) requirements.

Distribution

This report is intended for the information and use of the Department’s management, Office of Inspector
General, OMB, the Government Accountability Office, and the ULS. Congress and is not intended to be and
should not be used by anyone other than these specified parties.

KPMe LP

November 12, 2004
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Management’s Response

DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

November 12, 2004

KPMG LLP
2001 M Street, N.W.
Washington, D.C. 20036

Ladies and Gentlemen:

On behalf of Secretary Snow, I am responding to your draft audit report on the Department of the
Treasury’s FY 2004 financial statements included in Treasury’s FY 2004 Performance and Accountability
Repott.

All of our bureaus and program offices are to be congratulated for the Department’s success in issuing
its Performance and Accountability Report by November 15 for the third year in a row. They are likewise
to be congratulated for achieving another unqualified opinion on the Department’s financial statements.
Without their collective dedicated efforts our accelerated teporting would not be possible.

These timely, high quality results would also not be possible without the high level of professionalism,
enthusiasm, technical expertise, and commitment demonstrated by KPMG in conducting the audit. This is
particulatly noteworthy given that FY 2004 was KPMG?s initial audit of the Department-wide financial
statements. I also appreciate your efforts during the audit process to provide timely, constructive advice on
how to improve our financial reporting. I am equally appreciative of the equivalent level of commitment
demonstrated by the other organizations involved in the audit process — the Office of Inspector General, the
Government Accountability Office, and the various firms that conducted the audits at several individual
bureaus.

As you note in your report, the Department did make progress in FY 2004 in addressing several
financial management and systems deficiencies. However, we agree that we must continue to increase our
efforts to address longstanding weaknesses which hamper our ability to produce timely, reliable financial
information. We still have to employ labor intensive procedures in certain critical areas to compensate for
deficiencies in our financial systems in order to achieve an unqualified audit opinion. Until these deficiencies
are corrected they will adversely affect our overall financial management capabilities and will be a burden on
our employees who must deal with these deficiencies on a daily basis, particulatly during the year-end
reporting process. We will continue to increase our emphasis on addressing these deficiencies.

We concur with the Departmental level material weakness, the reportable condition, and the instances
of noncompliance with laws and regulations described in your report. Corrective actions are underway to
address each of these items. We will strive to continue to improve our efforts to address the problems
discussed in your report.

We were pleased to experience a professional, cooperative relationship with KPMG throughout the
course of the audit, and we greatly appreciated the continuing support and involvement of the Office of

Inspector General.

Sincerely,

M
us H. Delgade/Jenk

cting Assistant Secretary for Management
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Consolidated Balance Sheets

As of September 30, 2004 and 2003

(In Millions)

ASSETS

Intra-governmental Assets
Fund Balance (Note 2)
Loans and Interest Receivable (Note 3)
Advances to the Black Lung Trust Fund
Due From the General Fund, Net (Note 4)
Accounts Receivable and Related Interest (Note 10)
Other Intra-governmental Assets

Total Intra-governmental Assets

Cash, Foreign Currency, and Other Monetary Assets (Note 5)
Gold and Silver Reserves (Note 6)
Loans and Interest Receivable (Note 3)
Investments and Related Interest (Note 7)
Reserve Position in the International Monetary Fund (Note 8)
Investments in International Financial Institutions (Note 9)
Tax, Other, and Related Interest Receivables, Net (Note 10)
Inventory and Related Property, Net (Note 11)
Property, Plant, and Equipment, Net (Note 12)
Other Assets

Total Assets (Note 13)

LIABILITIES

Intra-governmental Liabilities
Federal Debt and Interest Payable (Notes 4 & 14)
Other Intra-governmental Liabilities

Total Intra-governmental Liabilities

Federal Debt and Interest Payable (Notes 4 & 14)
Certificates Issued to Federal Reserve Banks
Allocation of Special Drawing Rights (Note 5)
Gold Certificates Issued to Federal Reserve Banks (Note 6)
Refunds (Notes 4 & 22)
D.C. Pensions Liability (Note 16)
Other Liabilities (Note 18)
Total Liabilities (Note 18)
Commitments & Contingencies (Notes 3, 5, 8, 12, 15 & 17)

NET POSITION
Unexpended Appropriations
Cumulative Results of Operations
Total Net Position (Note 19)

Total Liabilities and Net Position

The accompanying notes are an integral part of these financial statements.
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FY 2004 FY 2003
$59,946 $53,910
214,065 224,463

8,741 8,243
7,144,056 6,511,415
632 825
12 27
7,427,452 6,798,883
53,161 73,020
10,933 10,933
977 1,190
10,870 9,254
19,442 24,072
5,403 5,332
20,520 21,573
459 439
2,745 2,603
24 45
$7,551,986 $6,947,344
$3,097,949 $2,884,015
935 527
3,098,884 2,884,542
4,305,302 3,919,055
2,200 2,200
7,197 7,005
10,924 10,924
1,808 1,193
8,367 8,305
4,146 4762
7,438,828 6,837,986
56,850 50,433
56,308 58,925
113,158 109,358
$7,551,986 $6,947,344
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Consolidated Statement of Net Cost
For the Year Ended September 30, 2004

(In Millions)

Cost of Treasury Operations: Intra-governmental With the Public Total

Economic Program:
Gross Cost
Less Earned Revenue

Net Program Cost

Financial Program:
Gross Cost
Less Earned Revenue

Net Program Cost

Management Program:
Gross Cost
Less Earned Revenue

Net Program Cost

Total Program Costs, Net
Total Program Farned Revenues

TOTAL NET COST OF OPERATIONS (Note 20)
Federal Costs:
Federal Debt Interest
Less Interest Revenue from Loans (Note 19)
Net Federal Debt Interest Costs (Note 20)
Other Federal Costs (Note 20)
NET FEDERAL COSTS

NET COST OF OPERATIONS, FEDERAL DEBT
INTEREST, AND OTHER FEDERAL COSTS

The accompanying notes are an integral part of these financial statements.
See Note 20 for Net Cost Schedule by sub-organizations.

$94 $2,925 $3,019
) (1,683) (1,687)
90 1,242 1,332
3,855 10,882 14,737
(2,419) (2,292) (4,711)
1,436 8,590 10,026
97 850 947
(520) G) (525)
(423) 845 422
4,046 14,657 18,703
(2,943) (3,980) (6,923)
1,103 10,677 11,780
322,142
(11,500)
310,642
12,915
323,557
$335,337
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Consolidated Statement of Net Cost

For the Year Ended September 30, 2003

Cost of Treasury Operations:

Economic Program:
Gross Cost
Less Earned Revenue
Net Program Cost

Financial Program:
Gross Cost
Less Earned Revenue

Net Program Cost

Law Enforcement Program:
Gross Cost
Less Earned Revenue
Net Program Cost

Total Program Gross Costs
Total Program Farned Revenues

Total Program Costs, Net

Costs Not Assigned to Programs
Less Earned Revenue Not Assigned to Programs

Net Cost of Continuing Operations
Net Cost of Transferred Operations

Total Net Cost of Operations (Note 20)
Federal Costs:
Federal Debt Interest
Less Interest Revenue from Loans (Note 19)
Net Federal Debt Interest Costs (Note 20)

Other Federal Costs (Note 20)

Net Federal Costs

Net Cost of Treasury Operations, Federal Debt

Interest, and Other Federal Costs

The accompanying notes are an integral part of these financial statements.

See Note 20 for Net Cost Schedule by sub-organizations.

Part IIT —

(In Millions)
Intra-governmental With the Public Total
$311 $2,704 $3,015
4 (4,250) (4,254
307 (1,546) (1,239)
4,797 9,099 13,896
(3,230) (1,490) (4,720)
1,567 7,609 9,176
243 572 815
@) @ 3)
241 571 812
5,351 12,375 17,726
(3,2306) (5,741) (8,977
2,115 6,634 8,749
123 1,051 1,174
(423) ) (424)
1,815 7,684 9,499
554 1,585 2,139
2,369 9,269 11,638
314,168
(11,417)
302,751
12,859
315,610
$327,248
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Consolidated Statement of Changes in Net Position
For the Year Ended September 30, 2004
(In Millions)

Cumulative Results of Unexpended
Operations Appropriations

Beginning Balance $58,925 $50,433
Budgetary Financing Sources:
Appropriations Received 347,808
Appropriations Transferred In/Out 214
Other Adjustments (400)
Appropriations Used 341,205 (341,205)
Non-exchange Revenue 45
Donations and Forfeitures of Cash and Cash Equivalents 119
Transfers In/Out Without Reimbursement 42)
Other Budgetary Financing Sources 4@
Other Financing Sources:
Donations and Forfeitures of Property 31
Accrued Interest & Discount on the Debt 3,481
Transfers In/Out Without Reimbursement (38)
Imputed Financing Sources 714
Transfers to the General Fund and Other (Note 19) (12,791)
Total Financing Sources 332,720 6,417
Net Cost (335,337)
Ending Balances $56,308 $56,850

The accompanying notes are an integral part of these financial statements.
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Consolidated Statement of Changes in Net Position

For the Year Ended September 30, 2003

(In Millions)

Cumulative Results of Unexpended
Operations Appropriations
Beginning Balance $53,647 $49,828
Prior Period Adjustments 28 (35)
Beginning Balance, as Adjusted 53,675 49,793
Budgetary Financing Sources:
Appropriations Received 357,817
Appropriations Transferred In/Out (4,149)
Other Adjustments (183)
Appropriations Used 352,845 (352,845)
Non-exchange Revenue 2,489
Donations and Forfeitures of Cash and Cash Equivalents 160
Transfers In/Out Without Reimbursement (1,657)
Other Budgetary Financing Sources ®)
Other Financing Sources:
Donations and Forfeitures of Property (12)
Accrued Interest & Discount on the Debt (7,177)
Transfers In/Out Without Reimbursement (1,650)
Imputed Financing Sources 729
Transfers to the General Fund and Other (Note 19) (13,224)
Total Financing Sources 332,498 640
Net Cost (327,248)
Ending Balances $58,925 $50,433
The accompanying notes are an integral part of these financial statements.
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Combined Statements of Budgetary Resources

For the Years Ended September 30, 2004 and 2003
(In Millions)

BUDGETARY RESOURCES

Budgetary Authority:
Appropriations Received
Borrowing Authority
Net Transfers
Unobligated Balance:
Beginning of the Period
Net Transfers
Spending Authority from Offsetting Collections:
Earned:
Collected
Receivable from Federal Sources
Change in Unfilled Customer Orders:
Advance Received
Without Advance from Federal Sources
Subtotal
Recoveries of Prior Year Obligations
Temporarily Not Available Pursuant to Public Law
Permanently Not Available

TOTAL BUDGETARY RESOURCES

STATUS OF BUDGETARY RESOURCES

Obligations Incurred:
Direct
Reimbursable
Subtotal
Unobligated Balance:
Apportioned
Exempt from Apportionment
Unobligated Balance Not Available

TOTAL STATUS OF BUDGETARY RESOURCES
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FY 2004 FY 2003
$352,212 $365,544
30 3
(809) (2,344)
73,859 65,588
(39) (1,150)
7,328 10,652
1) 28
©) @
290 100
7,608 10,778
338 594
(322) 297
(2,180) (10,154)
$430,697 $428,562
$357,046 $351,474
3,739 3,229
360,785 354,703
14,365 15,280
45,368 48217
10,179 10,362
$430,697 $428,562
(Continued)
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Combined Statements of Budgetary Resources

For the Years Ended September 30, 2004 and 2003

(In Millions)

FY 2004 FY 2003
Obligated Balance, Net, Beginning of the Period $35,018 $36,845
Obligated Balance, Transferred, Net 0 (1,419)
Obligated Balance, Net, End of the Period:
Accounts Receivable (173) (174)
Unfilled Customer Orders from Federal Sources (513) (223)
Undelivered Orders 40,430 33,593
Accounts Payable 1,702 1,822
Outlays:
Disbursements 353,729 354,387
Collections (7,319) (10,648)
Subtotal 346,410 343,739
Less: Offsetting Receipts (1,828) (1,269)
NET OUTLAYS $344,582 $342,470

The accompanying notes are an integral part of these financial statements.

This combined statement includes intra-agency balances that would be eliminated in a consolidated statement.
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Consolidated Statements of Financing
For the Years Ended September 30, 2004 and 2003

(In Millions)
FY 2004 FY 2003
Resources Used to Finance Activities:
Budgetary Resources Obligated:
Obligations Incurred $360,785 $354,703
Less: Spending Authority from Offsetting Collections and Recoveries (7,946) (11,372)
Obligations Net of Offsetting Collections and Recoveries 352,839 343,331
Less: Offsetting Receipts (1,828) (1,269)
Net Obligations 351,011 342,062
Other Resources:
Donations and Forfeitures of Property 31 (12)
Financing Soutces for Accrued Interest & Discount on the Debt 3,481 (7,177)
Transfers In/Out Without Reimbursement (38) (1,650)
Imputed Financing from Costs Absorbed by Others 714 729
Other (12,791) (13,281)
Net Other Resources Used to Finance Activities (8,603) (21,391)
Total Resources Used to Finance Activities 342,408 320,671
Resources Used to Finance Items Not Part of the Net Cost of Operations:
Change in Budgetary Resources Obligated for Goods, Services and Benefits
Otdered but not yet Provided 6,713 555
Resoutces that Fund Expenses Recognized in Prior Petiods 243 169
Budgetary Offsetting Collections and Receipts that do not Affect Net Cost of
Operations
Credit Program Collections that Increase Liabilities for Loan Guarantees or
Allowances for Subsidy (128) (358)
Other (1,150) (1,003)
Resources that Finance the Acquisition of Assets or Liquidation of Liabilities 563 685
Adjustment to Accrued Interest & Discount on the Debt 2,590 (3,534)
Other Resources or Adjustments to Net Obligated Resources that do not Affect
Net Cost of Operations (479) (2,918)
Total Resources Used (Provided) to Finance Items Not Part of the Net Cost of
Operations 8,352 (6,404)
Total Resources Used to Finance the Net Cost of Operations $334,056 $327,075
(Continued)
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Consolidated Statements of Financing

For the Years Ended September 30, 2004 and 2003

(In Millions)

Components of Net Cost of Operations That Will Require or Generate Resources
in Future Periods:

Increase/Dectease in Annual Leave Liability

Upward/Downward Reestimates of Credit Subsidy Expense

Increase in Exchange Revenue Receivable from the Public

Other
Total Components of Net Cost of Operations That Will Require or Generate
Resources in Future Periods

Components of Net Cost of Operations That Will Not Require or Generate
Resources:

Depreciation and Amortization

Revaluation of Assets or Liabilities

Other
Total Components of Net Cost of Operations That Will Not Require or Generate
Resources
Components of Net Cost of Operations That Will Not Require or Generate
Resources in the Current Period, Net

Net Cost of Operations

The accompanying notes are an integral part of these financial statements.
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FY 2004 FY 2003
$24 $3)
328 (208)
0 @
90 (109)
442 (322)
529 609
323 (150)
(13) 36
839 495
1,281 173
$335,337 $327,248
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Statements of Custodial Activity

For the Years Ended September 30, 2004 and 2003

(In Millions)

Sources of Custodial Revenue & Collections (Note 22)

Revenue Received:

Individual and FICA Taxes

Corporate Income Taxes

Estate and Gift Taxes

Excise Taxes

Railroad Retirement Taxes

Duties

Unemployment Taxes

Deposit of Earnings, Federal Reserve System

Fines, Penalties, Interest & Other Revenue
Total Revenue Received

Less Refunds
Net Revenue Received

Accrual Adjustment
Total Source of Custodial Revenue and Collections

Disposition of Custodial Revenue and Collections:
Amounts Provided to Fund Non-Federal Entities
Amounts Provided to Fund the Federal Government
Accrual Adjustment

Total Disposition of Custodial Revenue & Collections

Net Custodial Revenue Activity

The accompanying notes are an integral part of these financial statements.
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FY 2004 FY 2003
$1,695,212 $1,670,274
230,377 194,264
25,580 22,827
69,552 68,264
4421 4,359

0 8,334

6,718 6,635
19,652 21,878
2,456 2,187
2,053,968 1,999,022
(278,436) (301,086)
1,775,532 1,697,936
(1,938) 697
1,773,594 1,698,633
612 403
1,774,920 1,697,533
(1,938) 697
1,773,594 1,698,633
$0 $0
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NOTES TO THE FINANCIAL STATEMENTS

1. Summary of Significant Accounting Policies
A. Reporting Entity

The accompanying financial statements include the operations of the U.S. Department of the Treasury
(Treasury), one of 25 Cabinet level agencies of the Executive Branch of the United States Government, and
certain custodial activities of the General Fund of the U.S. Government. The following paragraphs describe
the activities of the reporting entity.

The Treasury was created by Act (1 Stat.65) on September 2, 1789. Many subsequent acts have impacted the
development of Treasury, delegating new duties to its charge and establishing the numerous bureaus and
divisions that now comprise Treasury. As a major policy advisor to the President, the Secretary has primary
responsibility for formulating and managing the domestic and international tax and financial policies of the
U.S. Government.

Further, the Secretary is responsible for recommending and implementing United States domestic and
international economic and fiscal policy; governing the fiscal operations of the Government; maintaining
foreign assets control; managing the Federal debt; representing the United States on international monetary,
trade and investment issues; overseeing Departmental overseas operations; and directing the activities of
Treasury in manufacturing coins, currency, and other products for customer agencies and the public.

The Treasury includes Departmental Offices (DO) and nine operating bureaus. For financial reporting
purposes, DO is comprised of: International Assistance Programs (IAP), Office of Inspector General (O1G),
Treasury Forfeiture Fund, Treasury Franchise Fund, Exchange Stabilization Fund (ESF), Community
Development Financial Institutions Fund (CDFI), Office of D.C. Pensions (DCP), Treasury Inspector
General for Tax Administration (TIGTA), the Federal Financing Bank (FFB) and the Air Transportation
Stabilization Board (ATSB).

The Treasury’s nine operating bureaus are: Office of the Comptroller of the Currency (OCC); Bureau of
Engraving and Printing (BEP); Financial Crimes Enforcement Network (FinCEN); Financial Management
Service (FMS); Internal Revenue Service (IRS); U.S. Mint (Mint); Bureau of the Public Debt (BPD); Office of
Thrift Supervision (OTS), and the Alcohol and Tobacco Tax & Trade Bureau (T'TB).

The Homeland Security Act of 2002, Public Law 107-290, transferred the functions (with the exception of
Customs revenue collection function), personnel, assets, and liabilities of the U.S. Customs Service (USCS),
the United States Secret Service (USSS), and the Federal Law Enforcement Training Center (FLETC),
including most of the related functions of the Secretary of the Treasury, to the Department of Homeland
Security (DHS) on March 1, 2003. The Secretary also exercised his authority, provided in the Act, to delegate
the Customs revenue collection function to the DHS.

This legislation also transferred authorities, functions, personnel and assets of the Bureau of Alcohol,
Tobacco and Firearms (ATF), including the related functions of the Secretary of the Treasury, to the
Department of Justice (DOJ) on January 24, 2003. ATF administrative and revenue collection functions
related to alcohol and tobacco were retained within Treasury. The newly created Alcohol and Tobacco Tax
& Trade Bureau, established by the Homeland Security Act, performs these revenue and administrative
functions.

Treasury’s FY 2003 operating statements include transferred bureau financial results from October 1, 2002 to
the effective transfer dates (January 24, 2003 - ATF and March 1, 2003 - USCS, FLETC, and USSS).
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Treasury’s Statement of Custodial Activity for FY 2003 includes collections made by ATF from October 1,
2002 to January 23, 2003; collections made by TTB from January 24, 2003 to September 30, 2003; and
collections made by the U.S. Customs Service from October 1, 2002 to February 28, 2003.

The accompanying financial statements reflect the continuing activities of Treasury, subsequent to the
transfers noted above. Treasury’s financial statements reflect the reporting of its own entity activities, which
include appropriations it receives to conduct its operations and revenue generated from those operations.
They also reflect the reporting of certain non-entity (custodial) functions it performs on behalf of the U.S.
Government and others. Non-entity activities include the collection of Federal revenue, servicing the Federal
debt, disbursing certain Federal funds, and maintaining certain assets and liabilities for the U.S. Government
as well as for others.

Transactions and balances among Treasury’s entities have been eliminated from the Consolidated Balance
Sheet, the Consolidated Statement of Net Cost, the Consolidated Statement of Changes in Net Position, and
the Consolidated Statement of Financing.

B. Basis of Accounting & Presentation

The financial statements have been prepared from the accounting records of Treasury in conformity with
accounting principles generally accepted in the United States, and the Office of Management and Budget
(OMB) Bulletin No. 01-09, “Form and Content of Agency Financial Statements.” Accounting principles
generally accepted for federal entities are the standards prescribed by the Federal Accounting Standards
Advisory Board (FASAB). FASAB is recognized by the American Institute of Certified Public Accountants
as the official accounting standards-setting body of the U.S. Government.

These financial statements are provided to meet the requirements of the Government Management Reform
Act of 1994. They consist of the consolidated Balance Sheet, the consolidated Statement of Net Cost, the
consolidated Statement of Changes in Net Position, the combined Statement of Budgetary Resources, the
consolidated Statement of Financing, and the Statement of Custodial Activity. The statements and the related
notes are prepared in a comparative form to present both FY 2004 and FY 2003 information.

While these financial statements have been prepared from the books and records of Treasury in accordance
with the formats prescribed by OMB, these financial statements are in addition to the financial reports used
to monitor and control budgetary resources which are prepared from the same books and records.

Throughout these financial statements, intragovernmental assets, liabilities, earned revenues, and costs have
been classified according to the type of entity with whom the transactions are with. Intragovernmental assets
and liabilities are those from or to other federal entities. Intragovernmental earned revenues are collections
or accruals of revenue from other federal entities, and intragovernmental costs are payments or accruals to
other federal entities.

C. Tax and Other Non-Entity Receivables

Tax receivables are not accrued until related tax returns are filed or assessments are made. Prepayments of
taxes are netted against liabilities. Accruals are made to reflect penalties and interest on tax receivables
through the balance sheet date. Tax receivables consist of unpaid assessments (taxes and associated penalties
and interest) due from taxpayers for which Treasury can support the existence of a receivable through
taxpayer agreement, such as filing a tax return without sufficient payment, or a court ruling in favor of
Treasury. Tax receivables are shown on the balance sheet net of an allowance for doubtful accounts. The
allowance for doubtful accounts reflects an estimate of the portion deemed to be uncollectible.
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D. Inventories and Related Property

Inventories and related property include inventory, operating materials and supplies, and forfeited property.
Treasury values inventories at standard cost, except for finished goods inventories, which are valued at
weighted average unit cost. All operating materials and supplies are recorded as an expense when consumed
in operations.

Forfeited property is recorded at estimated fair market value at the time of seizure, and may be adjusted to
reflect the current fair market value at the end of the fiscal year. Property forfeited in satisfaction of a
taxpayers liability is recorded when title to the property passes to the U.S. Government and a corresponding
credit is made to the related accounts receivable. Direct and indirect holding costs ate not capitalized for
individual forfeited assets.

Mortgages and claims on forfeited assets are recognized as a valuation allowance and a reduction of deferred
revenue from forfeited assets. The allowance includes mortgages and claims on forfeited property held for
sale and a minimal amount of claims on forfeited property previously sold. Mortgages and claims expenses
are recognized when the related asset is sold and are reflected as a reduction of sales of forfeited property.
Recognition of revenue from the forfeiture of property is deferred until the property is sold or transferred to
a state, local, or Federal agency, or to a foreign government.

E. Loans and Interest Receivable - from Other Federal Agencies

Intra-governmental entity Loans and Interest Receivable from other Federal agencies represent loans and
interest receivable held by Treasury. No subsidy costs were recorded for loans purchased from Federal
agencies or for guaranteed loans made to non-federal borrowers, because these are guaranteed (interest and
principal) by those agencies.

Intra-governmental non-entity Loans and Interest Receivable from Other Federal Agencies represent loans
issued by Treasury to Federal agencies on behalf of the U.S. Government. Treasury acts as an intermediary
issuing these loans, because the agencies receiving these loans will lend these funds to others to carry out
vatrious programs of the Federal Government. Because of Treasury’s intermediary role in issuing these loans,
Treasury does not record an allowance or subsidy costs related to these loans. Instead, loan loss allowances
and subsidy costs are recognized by the ultimate lender, the Federal agency that issued the loans.

F. Advances to the Black Lung Trust Fund

Advances have been provided to the Black Lung Trust Fund from the General Fund pursuant to 26 USC
9501, and are used to carry out the purposes of this trust fund. The principal and interest on these advances
are to be repaid to the General Fund when the Secretary of the Treasury determines that monies are available
in the Black Lung Trust Fund for such putrposes. Interest is charged from the date funds are advanced to the
trust fund.

G. Property, Plant, and Equipment

Treasury’s property, plant, and equipment is recorded at cost and is depreciated using the straight line method
over the estimated useful lives of the assets. Major alterations and renovations are capitalized, while
maintenance and repair costs are charged to expense as incurred. Treasury owns the Treasury building - a
multi-use heritage asset. Multi-use heritage assets are assets of historical significance whose predominant use
is general government operations. All acquisition, reconstruction, and betterment costs for the Treasury
building are capitalized as general PP&E and depreciated over their service life.
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Treasury’s bureaus are diverse both in size and in operating environment. Accordingly, Treasury’s
capitalization policy threshold ranges from $25,000 to $50,000. Treasury also uses a capitalization threshold
range for bulk purchases: $250,000 to $500,000 for non-manufacturing bureaus and $25,000 to $50,000 for
manufacturing bureaus. Bureaus determine the individual items that comprised bulk purchases. In addition,
Treasury’s bureaus may expense bulk purchases if they conclude that total period costs would not be
materially distorted and the cost of capitalization is not economically feasible.

H. Federal Debt

Debt and associated interest are reported on the accrual basis of accounting. Certain debt securities are
issued at a discount or premium. Discounts and premiums are amortized over the term of the security using
the effective interest rate method.

1. Pension Costs, Other Retirement Benefits, and Other Post Employment Benefits

Treasury recognizes the full costs of its employees’ pension benefits. However, the liabilities associated with
these costs are recognized by the Office of Personnel Management (OPM) rather than Treasury.

Most employees of Treasury hired prior to January 1, 1984, participate in the Civil Service Retirement System
(CSRS), to which Treasury contributed 8.51 percent of salaries for regular CSRS employees.

On January 1, 1987, the Federal Employees’ Retirement System (FERS) went into effect pursuant to Public
Law 99-335. Employees hired after December 31, 1983, are automatically covered by FERS and Social
Security. A primary feature of FERS is that it offers a savings plan to which Treasury automatically
contributes 1 percent of base pay and matches any employee contributions up to an additional 4 percent of
base pay. For most employees hired after December 31, 1983, Treasury also contributes the employet’s
matching share for Social Security. For the FERS basic benefit Treasury contributed 10.7 percent for regular
FERS employees.

Similar to Federal retirement plans, OPM, rather than Treasury, reports the liability for future payments to
retired employees who participate in the Federal Employees Health Benefits Program (FEHBP) and Federal
Employees Group Life Insurance (FEGLI) Program. Treasury reports the full cost of providing other
retirement benefits (ORB). Treasury also recognizes an expense and liability for other post employment
benefits (OPEB), which includes all types of benefits provided to former or inactive (but not retired)
employees, their beneficiaries, and covered dependents. Additionally, Treasury’s Office of the Comptroller of
the Currency (OCC) and Office of Thrift Supervision (OTS) separately sponsor certain benefit plans for their
employees. OCC sponsors a defined life insurance benefit plan for current and retired employees.
Additionally, OTS provides certain health and life benefits for all retired employees that meet eligibility
requirements.

J. Special Drawing Rights (SDR) Certificates Issued to Federal Reserve Banks

The Special Drawing Rights Act of 1968 authorized the Secretary of the Treasury to issue certificates, not to
exceed the value of SDR holdings, to the Federal Reserve Banks in return for interest free dollar amounts
equal to the face value of certificates issued. The certificates may be issued to finance the acquisition of
SDRs from other countries or to provide resources for financing other Exchange Stabilization Fund
operations. Certificates issued are to be redeemed by Treasury at such times and in such amounts as the
Secretary of the Treasury may determine. Certificates issued to Federal Reserve Banks are stated at their face
value. It is not practical to estimate the fair value of Certificates Issued to Federal Reserve Banks since these
certificates contain no specific terms of repayment.
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K. Federal Employee Benefits Payable - FECA Actuarial Liability

The Federal Employees” Compensation Act (FECA) provides income and medical cost protection to covered
Federal civilian employees injured on the job, and employees who have incurred a work-related injury or
occupational disease. These future workers’ compensation estimates were generated from an application of
actuarial procedures developed to estimate the liability for FECA benefits. The actuarial liability estimates for
FECA benefits include the expected liability for death, disability, medical, and miscellaneous costs for
approved compensation cases.

L. Revenue & Financing Sources

Treasury’s activities are financed either through exchange revenue it receives from others or through non-
exchange revenue and financing sources (such as appropriations provided by the Congress and penalties,
fines, and certain user fees collected). Exchange revenues are recognized when earned; i.e. goods have been
delivered or services have been rendered. Non-exchange revenues are recognized when received by the
collecting entity. Appropriations used are recognized as financing sources when related expenses are incurred
or assets are purchased. Revenue from reimbursable agreements is recognized when the services are
provided. Treasury also incurs certain costs that are paid in total or in part by other Federal entities, such as
pension costs. These subsidized costs are recognized on the Consolidated Statement of Net Cost, and the
imputed financing for these costs is recognized on the Consolidated Statement of Changes in Net Position.
As a result, there is no effect on net position. Other non-exchange financing sources such as donations and
transfers of assets without reimbursements also are recognized for the period in which they occurred on the
Consolidated Statement of Changes in Net Position.

Treasury recognizes revenue it receives from disposition of forfeited property as non-exchange revenue on
the Consolidated Statement of Changes in Net Position. The costs related to the forfeiture fund program are
reported on the Consolidated Statement of Net Cost.

M. Custodial Revenues and Collections

Non-entity revenue reported on Treasury’s Statement of Custodial Activity includes cash collected and
received by Treasury. It does not include revenue collected by other Federal agencies, such as user fees and
other receipts, which are remitted for general operating purposes of the U.S. Government or are earmarked
for certain trust funds.

N. Tax Assessments and Abatements

Under Internal Revenue Code Section 6201, Treasury is authorized and required to make inquiries,
determinations, and assessments of all taxes which have not been duly paid (including interest, additions to
the tax, and assessable penalties) under the law. Unpaid assessments result from taxpayers filing returns
without sufficient payment, as well as from tax compliance programs, such as examination, under reporter,
substitute for return, and combined annual wage reporting. Treasury also has authority to abate the paid or
unpaid portion of an assessed tax, interest, and penalty. Abatements occur for a number of reasons and are a
normal part of the tax administration process. Abatements may result in claims for refunds or a reduction of
the unpaid assessed amount.

O. Permanent and Indefinite Appropriations
Permanent and indefinite appropriations are used to disburse tax refunds, income tax credits, and child tax
credits. These appropriations are not subject to budgetary ceilings established by Congress. Therefore,

refunds payable at year-end are not subject to funding restrictions. Refund payment funding is recognized as
appropriations are used. Permanent indefinite authority for refund activity is not stated as a specific amount
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and is available for an indefinite period of time. Although funded through appropriations, refund activity, in
most instances, is reported as a custodial activity of Treasury, since refunds are, in substance, a custodial
revenue-related activity resulting from taxpayer overpayments of their tax liabilities.

Treasury also receives two permanent and indefinite appropriations related to debt activity. One is used to
pay interest on the public debt securities; the other is used to redeem securities that have matured, been
called, or are eligible for eatly redemption.

Additionally, Treasury receives other permanent and indefinite appropriations to make certain payments on
behalf of the U.S. Government. These appropriations are provided to make payments to the Federal Reserve
for services provided. They also include appropriations provided to make other disbursements on behalf of
the U.S. Government, including payments made to various individuals as the result of certain claims and
judgments rendered against the United States.

P. Imputed Costs/Financing Sources

U.S. Government entities often receive goods and services from other U.S. Government entities without
reimbursing the providing entity for all the related costs. In addition, U.S. Government entities often incur
costs that are paid in total or in part for other entities. These constitute subsidized costs which are recognized
by the receiving entity. An imputed financing source is also recognized by the receiving entity. Treasury
recognized imputed costs and financing sources in fiscal years 2004 and 2003 to the extent directed by the
OMB, such as: employees’ pension, post-retirement health and life insurance benefits; other post-
employment benefits for retired, terminated, and inactive employees, which includes unemployment and
workers compensation under the Federal Employee’s Compensation Act; and losses in litigation proceedings.

Q. Confiscated Iraqi Assets

On March 20, 2003, the President of the United States signed an Executive Order, “Confiscating and Vesting
Certain Iraqi Property.” The President vested in the Treasury all right, title, and interest in blocked funds
held in the United States in certain accounts in the name of the Government of Iraq, Rafidain Bank, Rasheed
Bank, or the State Organization for Marketing Oil. The Treasury’s Office of Foreign Assets Control acted to
implement the Executive Order. The Treasury at the direction of the Office of Management and Budget,
transferred the vested funds to other agencies, such as the Department of Defense, for use in the
reconstruction of Iraq. During FY 2003, Treasury transferred $1.660 billion of vested funds and disbursed
another $192 million in funds received during the year. In FY 2004, an additional $18 million was received
and disbursed, and the $64 million of vested funds remaining from FY 2003 was transferred. As of
September 30, 2004, no Iraqi assets remained with Treasury.

R. Reclassifications
Certain 2003 balances have been reclassified to conform to the 2004 presentation.
S. Income Taxes

As an agency of the Federal government, Treasury is generally exempt from all income taxes imposed by any
governing body, whether it is a Federal, State, commonwealth, local, or foreign government.

T. Use of Estimates
Treasury has made certain estimates and assumptions relating to the reporting of assets, liabilities, revenues,

expenses, and the disclosure of contingent liabilities to prepare these financial statements. Actual results
could differ from these estimates.
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U. Credit tisk

Credit risk is the potential, no matter how remote, for financial loss from a failure of a borrower or a
counterparty to perform in accordance with underlying contractual obligations. The Treasury takes on
possible credit risk when it makes direct loans or credits to foreign entities or becomes exposed to institutions
which engage in financial transactions with foreign countries. Given the history of the Treasury with respect
to such exposure and the financial policies in place in the U. S. Government and other institutions in which
the United States participates, Treasury has no expectation that credit losses will be incurred in the
foreseeable future. Treasury also takes on credit risk related to loan guarantees, committed-but-undisbursed
direct loans and its Terrorism Risk Insurance Program. The extent of the risk assumed by the Department is
described in more detail in the notes to the financial statements.

2. Fund Balance

Fund Balance with Treasury is the aggregate amount of Treasury’s accounts with the U.S. Government’s
central accounts from which Treasury is authorized to make expenditures and pay liabilities. It is an asset
because it represents Treasury’s claim to the U.S. Government’s resources.

Fund Balances

As of September 30, 2004 and September 30, 2003, fund balances consisted of the following (in millions):

FY 2004 FY 2003
Appropriated Funds $57,014 $51,176
Revolving Funds 1,641 1,981
Trust Funds 5 7
Clearing Funds 3 (32)
Deposit Funds 415 421
Special Funds 268 365
Suspense Funds 0 ©)
‘Total Fund Balances $59,946 $53,910
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Status of Fund Balances

As of September 30, 2004 and September 30, 2003, the status of fund balances consisted of the following (in
millions):

FY 2004 FY 2003
Unobligated Balance - Available $35,743 $41,006
Unobligated Balance - Unavailable 10,179 10,362
Obligated Balance not yet Disbursed 41,431 35,009
Subtotal 87,353 86,377
Adjustments for Clearing, Deposit, and Suspense Funds 418 381
Adjustments for Other Non-budgetary Funds 17 20
Adjustments for Borrowing Authority (5,672) (5,721)
Adjustments for Investments (2,584) (2,937)
Adjustments for Imprest Funds 3 4
Adjustments for Cash and Certain Interest Receivable (19,583) (24,200)
Total Status of Fund Balances $59,946 $53,910

The Fund Balances include $450 million in restricted unobligated balances. These amounts are included with
unavailable unobligated balances appropriated in prior fiscal years that are not available to fund new
obligations, but may be used to adjust obligations and disbursements that were recorded before the budgetary
authority expires or to meet a bona fide need that arose in the fiscal year for which the appropriation was
made. Fund Balances also include deposit funds and suspense accounts that are not apportioned.

3. Loans and Interest Receivable

Intra-governmental

As of September 30, 2004 and September 30, 2003, intra-governmental loans and interest receivable consisted
of the following (in millions):

FY 2004 FY 2003

Loans & Loans &

Interest Interest
Entity: Receivable Receivable
Agency Loans Purchased $5,150 $6,905
Direct Loans Purchased 1,800 7,274
Guaranteed Loans 22,376 21,451
Interest Receivable 250 392
Less: Discounts and Allowances (614) (583)
Subtotal -- Entity $28,962 $35,439
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Loans Interest FY 2004 Loans Interest FY 2003
Non-Entity: Receivable  Receivable Total Receivable Receivable Total
Department of Agriculture $46,821 $68 $46,889 $53,343 $94 $53,437
Department of Interior 410 888 1,298 407 948 1,355
Federal Communications Commission 3,941 0 3,941 5,066 0 5,066
Depattment of Veterans Affairs 2,618 0 2,618 2,854 0 2,854
Railroad Retitement Board 2,962 64 3,026 2,954 71 3,025
Small Business Administration 8,546 0 8,546 6,627 0 6,627
Department of Housing & Urban Development 8,838 82 8,920 11,434 106 11,540
Department of Energy 2,900 13 2,913 2,698 26 2,724
Department of Education 96,530 2 96,532 91,938 0 91,938
Export Import Bank of the U. S. 7,237 0 7,237 7,280 0 7,280
Other Agencies 3,170 13 3,183 3,177 1 3,178
Subtotal -- Non-Entity 183,973 1,130 185,103 187,778 1,246 189,024
Total Intra-government Loans & Interest
Receivable-- Entity & Non-entity $214,065 $224,463

Agency loans purchased are either notes or pools of loans sold by Federal agencies in the form of certificates
representing shares of ownership in the loan pool. The selling agencies guarantee the principal and interest
repayments on the notes or certificates. Guaranteed loans are loans made to non-federal borrowers whose
obligation to repay the principal and interest is guaranteed by the U.S. Government.

Non-Federal

As of September 30, 2004 and September 30, 2003, loans and interest receivable from non-federal entities
consisted of the following (in millions):

FY 2004 FY 2003
Entity Non-Entity Total Entity Non-Entity Total
Ditect Loans $57 $729 $786 $54 $871 $925
Interest Receivable 0 212 212 0 287 287
Less: Allowances and Subsidy Costs (21) 0 (21) (22) 0 (22)
Total Non-Federal Loans & Related Interest
Receivable $36 $941 $977 $32 $1,158 $1,190

These amounts include certain loans and credits issued by the United States to various foreign governments.
Y gng

The agreements with each debtor government vary as to dates, interest rates, method of payment, and billing

procedures. All such loans and credits represent legally valid and outstand